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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

DAWSON, Judge: This case was assigned to Special Trial

Judge Robert N. Arnen, Jr., pursuant to Rules 180, 181, and 183.1

' Al Rule references are to the Tax Court Rul es of
Practice and Procedure, and all section references are to the
I nternal Revenue Code in effect for the taxable year in issue.
All anmounts are rounded to the nearest doll ar.



The Court agrees with and adopts the opinion of the Special Trial
Judge, which is set forth bel ow
OPINION OF THE SPECI AL TRI AL JUDGE

ARMEN, Special Trial Judge: Respondent determ ned a

deficiency, additions to tax, and additional interest with
respect to petitioners' Federal incone tax for the taxable year
1981 in the anounts shown bel ow

Addi ti ons Addi ti ons Addi ti ons Addi ti onal

to Tax to tax to tax | nt er est
Sec. Sec. Sec. Sec.
Deficiency 6653(a)(1): 6653(a)(2): 6659 6621(c)
$28, 169 $1, 408 2 $8, 451 3

The references in the notice of deficiency are to
sec. 6653(a)(1)(A) and sec. 6653(a)(1)(B)
respectively. For the year in issue, the references
shoul d have been to sec. 6653(a)(1l) and sec.
6653(a)(2), respectively. However, there is no
substantive difference between sec. 6653(a)(1l) and sec.
6653(a) (1) (A) and between sec. 6653(a)(2) and sec.
6653(a) (1) (B)

250 percent of the portion of the underpaynent
that is attributable to negligence.

3Interest on the entire underpaynment to be
conputed at 120 percent of the rate otherw se
appl i cabl e under sec. 6621(a).
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After a concession by petitioners,? the i ssues remnining for
decision are as foll ows:

(1) Whether petitioners are entitled to a partnership | oss
deduction and investnment and energy tax credits flowng fromthe
Sentinel EPE recycler |leasing programentered into by the
Cl earwater G oup. W hold that they are not.

(2) Whether petitioners are liable for additions to tax
under section 6653(a)(1l) and (2) for negligence or intentional
disregard of rules or regulations. W hold that they are.

(3) Whether petitioners are |iable for additional interest
under section 6621(c). W hold that they are.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and they are so
found.® The stipulated facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
White Plains, New York, at the tine that their petition was filed

with the Court.

2 Petitioners concede that the Sentinel EPE recyclers that
are involved in this case were overvalued. Petitioners therefore
al so concede that they are liable for the addition to tax for
overval uation under sec. 6659 if we hold that they are |iable for
t he underlying deficiency.

3 Petitioners objected to many of the stipulated facts on
the ground of relevancy. W have considered petitioners
obj ections, and they are overrul ed.



A. The Recycling Transactions

This case is part of the Plastics Recycling group of cases.
In particular, the deficiency, additions to tax, and additional
interest arise fromthe disall owance of a partnership | oss
deduction and investnent and energy tax credits clai med by
petitioners with respect to petitioner husband's (petitioner)
investnment in a partnership known as the C earwater G oup
(Clearwater). Cearwater was one of a | arge nunber of plastics
recycling partnerships. On its 1981 partnership return,
Clearwater listed licensing as its principal business and
recycling equipnment as its principal product.

For a detailed discussion of the transactions involved in
the Plastics Recycling group of cases, and specifically

Cl earwater, see Provizer v. Comm ssioner, T.C Mno. 1992-177,

affd. per curiamw thout published opinion 996 F.2d 1216 (6th
Cir. 1993). The transactions in this case are identical to the
transactions di scussed in Provizer as they involve the sanme
partnership and the same Sentinel EPE recyclers that were
involved in Provizer. Further, with the exception of certain
facts that we regard as having m nimal significance, petitioners
have sti pul ated substantially the sanme facts concerning the
underlying transactions that were described in Provizer.

However, petitioners were not parties to Provizer and do not

agree to be bound by the decision therein.



In a series of sinultaneous transactions discussed in nore
detail in the Provizer case, Packaging |Industries of Hyannis,
Massachusetts (Pl) manufactured and sol d* six Sentinel EPE
recyclers to ECl Corporation (ECl Corp.) for $981,000 each. P
manuf act ures thernopl astic and other types of packagi ng
machi nery, as well as energy saving devices. Pl held itself out
as one of the world' s | argest manufacturers of blister packagi ng
machi nery and fabricated a wide |line of thernoform ng machinery,

i ncludi ng highly specialized disposable nedical and food
packagi ng systens. The Sentinel EPE recyclers were designed by
Pl to process |lowdensity polyethylene foamscrap. The recycling
process for polyethylene foam scrap consists of four steps and
results in the formation of a mlky-white uniformpellet of

resin, but only if appropriate plastic scrap is collected and fed
into the recyclers.

ECl Corp. in turn resold the Sentinel EPE recyclers to F&G
Corporation (F&G Corp.) for $1, 162,667 each. F&G Corp. then
| eased themto C earwater, which Iicensed themto FMEC

Cor poration (FMEC Corp.), which sublicensed them back to PI

4 Terns such as "sale", "lease", and "license", as well as
their derivatives, are used solely for convenience, and their use
in this opinion should not be understood to inply that the
transactions described herein constitute | eases, sales, or
Iicenses for Federal tax purposes.
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Approxi mately 7 percent of the sale price of the Sentinel
EPE recyclers sold by PI to ECl Corp. was paid in cash, with the
bal ance financed through a 12-year nonrecourse note requiring
equal monthly installnents of $100,917, including annual interest
of 19.8 percent. ECI Corp.'s purchase was subject to
Clearwater's | easing agreenment and FMEC Corp.'s |icensing
agr eenent .

Simlarly, approximately 7 percent of the sale price of the
Sentinel EPE recyclers sold by ECl Corp. to F& Corp. was paid in
cash, with the remai nder financed through a 12-year, 90-percent
nonrecourse note requiring equal nonthly installments of
$100, 917, including annual interest at 15.4 percent. The 10-
percent recourse portion of the note was payable only after the
90- percent nonrecourse portion was satisfied.

F&G Corp.'s purchase was subject to Clearwater's agreenent
to enter into a lease wth F&G Corp. and was al so subject to FVMEC
Corp.'s agreenent to enter into a |icense agreenent with
Cl earwat er .

Clearwater's | ease fromF&G Corp. was for a termof 12
years, a |lease termequal to 150 percent of the class |life of the
Sentinel EPE recyclers. The |ease required nonthly rental
paynments of $100, 917.

Clearwater's license to FMEC Corp. was for a termof 12

years at a guaranteed m ninmumroyalty of $100,917 per nonth.



After the Sentinel EPE recyclers were placed in service, the
license required additional royalty paynents based on a
percentage of profits that m ght be realized on the sale or use
of the resin pellets produced by the Sentinel EPE recyclers.

FMEC Corp.'s sublicense to PI, the manufacturer, was on a
nont h-to-nonth basis for a royalty of $100,917 per nonth. The
sublicense to Pl was subject to nost of the terns of the |license
fromC earwater to FMEC Cor p.

No arm s-length negotiations for the price of the Senti nel
EPE recycl ers took place anong PI, EClI Corp., F&G Corp.
Cl earwater, and FMEC Corp. All of the nonthly paynents required
anong the entities in the above transactions offset each other,
and the transactions occurred sinultaneously. For convenience,
we refer to the series of transactions anmong PI, ECI Corp., F&G
Corp., Clearwater, and FMEC Corp. as the C earwater transactions.

Pl allegedly sublicensed the Sentinel EPE recyclers to
entities that would use the recyclers to recycle plastic scrap.
These agreenents provided that the end-users would transfer to P
100 percent of the recycled scrap in exchange for a paynent from
FMEC Corp. based on the quality and anount of recycl ed scrap.
End- users were also required to use their best efforts to
recycl e 220 pounds per hour for 16 hours per week. Profits could
then all egedly be made by | essees, such as Clearwater, in the

formof royalties calculated as the sale price of the resin
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pellets (or their fair market value if used by the sublicensee),
| ess the sumof (1) the scrap recycling fee paid to converters
(estimated at 15 cents per pound) and (2) an allowance to
subl i censees for transporting and further processing the recycled
material (also estimated at 15 cents per pound).

In addition to the Cl earwater transactions, a nunber of
other limted partnerships entered into transactions simlar to
the C earwater transactions involving Sentinel EPE recyclers.

B. | ndi vi dual s | nvol ved

Sanuel L. Wner (Wner) is an investor, investnent banker,
and consultant. Wner was the general partner of C earwater and
paid $1,000 for a l-percent interest in all itens of incone,
gai n, deduction, loss, and credit arising fromthe operations of
Clearwater. For his services, Wner received $60, 000 fromthe
proceeds of the Cl earwater private placenent offering.

Ri chard Roberts (Roberts) was the general partner in a
nunber of limted partnerships that | eased Sentinel EPE
recyclers. Roberts was al so a 9-percent sharehol der in F&G
Corp., the corporation that |eased the recyclers to C earwater.

From 1982 t hrough 1985, Roberts and Raynond G ant (G ant)
were in the business of pronoting tax-sheltered investnents.
Grant was the president and 100- percent owner of ECI Corp.
Roberts and Grant together were general partners in other

partnerships. Before the C earwater transactions, Roberts and



Grant were clients of the accounting firmH W Freedman & Co.
(Freedman & Co.).

Harris W Freednan (Freedman), a certified public accountant
and the nane partner in Freedman & Co., was the president and
chai rman of the board of F&G Corp. Freedman was experienced with
| everaged | easi ng, and he owned 94 percent of a Sentinel EPE
recycler.

Freedman & Co. prepared the tax returns for ECl Corp., F&G
Corp., and Clearwater. It also provided tax services to John D
Banbara (Banbara). Banbara was the 100-percent owner of FMEC
Corp., as well as its president, treasurer, clerk, and director.
Banbara was al so the president of Pl and a nmenber of its board of
directors. He, his wife, and his daughter also owned (directly
or indirectly) 100 percent of the stock of PI. Banbara purchased
one Sentinel EPE recycler.

Ant hony G ovannone (G ovannone) was the executive vice
president of Pl and a nenber of its board of directors.

G ovannone purchased a 15-percent interest in a Sentinel EPE
recycler. Elliot I. Mller (MIller) was the corporate counsel to
Pl. In 1981, MIller was also a sharehol der of F&G Corp.

John Y. Taggert (Taggert) was a well-known tax attorney and
an adjunct professor at the New York University Law School
Taggert had been acquainted with MIller for about 15 years before

1981. Ml ler recommended that Roberts enploy Taggert and his



- 10 -

firmas counsel. Taggert and other nmenbers of his firm prepared
private offering nmenoranda, tax opinions, and other |egal
docunents for C earwater

Robert CGottsegen (CGottsegen) was a businessman active in the
pl astics industry and a | ongti me busi ness associ ate of Banbar a.

C. The Private Ofering Menorandum

Clearwater distributed to potential limted partners a
private offering nmenorandum The offering nmenorandum i nfornmed
investors that the business of Clearwater would be conducted in
accordance with the six sinultaneous transacti ons descri bed
above. The offering nmenorandum al so |isted significant business
and tax risk factors associated with an investnent in Cl earwater.

Specifically, the offering nmenorandum stated: (1) There was
a substantial |ikelihood of audit by the Internal Revenue
Service, and the purchase price paid by F& Corp. to ECI Corp.
woul d probably be challenged as being in excess of fair market
value; (2) the partnership had no prior operating history; (3)

t he general partner had no prior experience in marketing
recycling or simlar equipnment; (4) the limted partners would
have no control over the conduct of the partnership's business;
(5) there was no established market for the Sentinel EPE
recyclers; (6) there were no assurances that market prices for
virgin resin would remain at their current costs per pound or

that the recycled pellets would be as marketable as virgin
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pellets; and (7) certain potential conflicts of interest existed.
In addition, the private offering menorandum i ncluded a provision
stating:
The offer and sale of units is being made in

reliance upon exenptions fromregistration under

Federal and state securities |aws. However, neither

the Securities and Exchange Conm ssion nor any ot her

Federal or state governnent agency or self-regulatory

body has approved or disapproved the securities offered

hereby or passed upon the accuracy or adequacy of this

menor andum

The private offering nenorandum for Cl earwater also stated
that each imted partner should have a m nimum net worth
(exclusive of his principal honme, furnishings, and aut onobil es)
in the amount of $200,000 per linmted partnership unit. In
addi tion, each partner was required to have enough income during
1981 to place the limted partner in at |east the 50-percent
income tax bracket. The private offering nenorandum al so stated
that the projected tax benefits for the initial year of
i nvestment for an investor contributing $50, 000 woul d be
i nvestment and energy tax credits in the aggregate anmount of
$86, 328, plus partnership | oss deductions in the anount of
$39, 399.

Reports by Sanuel Z. Burstein (Burstein) and Stanley U anoff
(U anoff), the "F&G evaluators”, were included in the private

of fering menorandum As indicated in their reports, neither

Burstein nor U anoff was an expert in plastics or plastics
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recycling, and both relied on information provided by Pl and
other parties related to the transaction in providing their
reports. Both individuals were paid a fee each tine their
reports were included as part of a private offering nmenorandum of
a plastics recycling partnership.

Burstein is a professor of mathematics at New York
University. Burstein's report concluded that the Sentinel EPE
recyclers were capable of continuous recycling. Uanoff is a
prof essor of marketing at Baruch Coll ege and has witten numerous
books on marketing subjects. H's report covered the marketing
val ue and potential of the Sentinel EPE recyclers and expressed
the conclusion that the sale price paid by F&G Corp. for the
recyclers was fair and reasonable. U anoff's report stated that
hi s concl usi ons were based on his personal observation of the
Sentinel EPE recycler prototype during a visit to PlI, discussions
with Pl enpl oyees, the needs of the plastics industry, and his
anal ysis of the econom c projection provided in the offering
menor andum

The offering nmenorandum represented that the Sentinel EPE
recyclers were uni que nachi nes. However, they were not. Several
machi nes capabl e of densifying |l owdensity materials were already
on the market in 1981. Oher plastics recycling nachines
avai lable at that time ranged in price from $20,000 to $200, 000,

i ncludi ng the Forenost "Densilator", the Nel nor/\Wiss
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Densi fication System (Regenol ux), the Buss-Condux Pl ast conpactor,

and the Cunberland G anul ator. See Provizer v. Conmni Ssioner,

T.C. Meno. 1992-177, and the discussion regardi ng expert
testinony, infra. At the tinme of the closing of the C earwater
transacti ons on Decenber 21, 1981, there was no established

mar ket for | easing or operating the Sentinel EPE recyclers.

D. Expert Testi nony

Al t hough petitioners conceded the overval uation of the
Sentinel EPE recyclers, the parties did not agree on the
recyclers' value, and petitioners did not stipulate to be bound
by the value of the recyclers that we found in Provizer.

At trial, petitioners did not offer expert testinony
regardi ng the value of the Sentinel EPE recyclers. |In contrast,
respondent offered expert testinony from Steven G ossman
(Gossman) and Richard S. Lindstrom (Lindstrom.

1. G ossnman

Grossman is a professor in the Plastics Engineering
Departnent at the University of Massachusetts at Lowell. He has
a bachel or of science degree in chemstry fromthe University of
Connecticut and a doctorate in polynmer science and engi neering
fromthe University of Massachusetts. He also has nore than 15
years of experience in the plastics industry, including nore than
4 years of experience as a research and devel opnent scientist at

t he Upj ohn Conpany in its Pol yner Research G oup
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Grossman is also a partner in the law firm of Hayes,

Sol oway, Hennessey, G ossnman & Hage, P.C., which practices in the
area of intellectual property, including patents, tradenmarks,
copyrights, and trade secret protection.

Grossman' s report concerning the value of the Sentinel EPE
recycler discusses the limted market for the recycled plastics
material. G ossman concluded that the Sentinel EPE recycler was
unlikely to be a successful product because of the absence of any
new t echnol ogy, the absence of a continuous source of suitable
scrap, and the absence of any established market. G ossnman
suggested that a reasonabl e conparison of the products avail abl e
in the polyethylene industry in 1981 with the Sentinel EPE
recycler reveals that the Sentinel EPE recycler had very little
comercial value and was simlar to conparabl e products avail abl e
on the market in conponent form For these reasons, G ossnan
opi ned that the Sentinel EPE recycler did not justify the "one-
of -a-kind" pricetag that it carried.

Specifically, G ossman reported that there were several
machi nes on the market as early as 1981 that were functionally
equi valent to, and significantly | ess expensive than, the
Sentinel EPE recycler. These machines included: (1) The Buss-
Condux Pl ast conpactor, avail able before 1981 for $75,000; (2)
Forenost Machine Buil ders' "Densilator", available from 1978-81

for $20,000; and (3) the Mdland Ross Extruder, available in 1980
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and 1981 for $120,000. G ossman observed that all of these
machi nes were "w dely avail abl e".

Grossman' s opinion regarding the Sentinel EPE recycler was
based on the descriptions of it in the witings of other
professionals. Gossman neither tested nor exam ned the Senti nel
EPE recycl er.

Grossman reported on the relati onship between the plastics
i ndustry and the petrochem cal industry. G ossman noted that
al t hough the devel opment of the petrochem cal industry is a
contributing factor in the growth of the plastics industry, the
two i ndustries have a "remarkabl e degree of independence".

G ossman observed that the "oil crisis" in 1973 triggered "dire"
predi ctions about the future of plastics that had not been
fulfilled in 1981. Gossnman stated that the cost of a plastic
product depends, in large part, on technology and the price of
alternative materials. Gossman's studies concluded that a 300-
percent increase in oil prices would result in a 30-40 percent
increase in the cost of plastic.

Finally, G ossman reported that by 1981 the plastics
i ndustry had established that the success and val ue of any
recycler was to be judged by the properties of the materials it
produced. The private offering nmenorandumfailed to consider the
resulting material properties of the plastics that were recycled

by the operation of the Sentinel EPE recycler. G ossman
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concl uded, therefore, that the applications and markets based on
the recycled pellets were never seriously contenpl at ed.

Grossman did not specifically value the Sentinel EPE
recycler. However, as previously stated, G ossman concl uded t hat
exi sting technol ogy provi ded equi val ent capability for recycling
pol yet hyl ene. Moreover, Grossnman reported that information
regarding the status of recycling in the plastics industry in
1981 was already well documented. G ossnman reported further that
an individual investor would have had little or no difficulty in
confirmng the invalidity of the clainms in the private offering
menor andum and, in particular, the clains of Uanoff and Burstein
suggesting that the Sentinel EPE recycler was unique.

2. Li ndstrom

Li ndstrom graduated fromthe Massachusetts Institute of
Technol ogy with a bachelor's degree in chem cal engi neering.

From 1956 until 1989, Lindstromworked for Arthur D. Little,

Inc., in the areas of process and product eval uati on and

i nprovenent and new product devel opnment, with special enphasis on
pl astics, elastoners, and fibers. At the tinme of trial,

Li ndstrom conti nued to pursue these areas as a consultant.

In his report, Lindstromdetermned that in 1981 several
different types of equipnent capable of recycling expanded
pol yet hyl ene were avail able and priced at approxi mately $50, 000.

Li ndstrom found that, on the basis of his research, "there were



- 17 -

available in 1981 comercial units that could be purchased for
$50, 000 or less that were totally equal to the Sentinel EPE
recycler in function, product quality, and capacity."

Li ndstrom exam ned the Buss- Condux Pl astconpactor and the
Regenol ux. Lindstrom found that these machi nes were functionally
equi valent to the Sentinel EPE recycler and were available in the
years and at the prices reported by Grossnan, detail ed supra.

Li ndstrom al so reported that various equi pnent conpani es, such as
t he Cunberl| and Engi neering Division of John Brown Pl astics

Machi nery, were willing to provide custom zed recycling prograns
to conpani es at a m ni mum cost of $50, 000.

Li ndstrom found that in "average-use situations" the
Sentinel EPE recycler could process 200 pounds of plastic per
hour .

Li ndstrom observed a Sentinel EPE recycler in operation at
PlI, and he was allowed to take photographs of it and examne its
bl ueprints. Based on his observations and study, Lindstrom
estimated that the manufacturing cost of the Sentinel EPE
recycl er was approxi mately $20,000. Lindstrom concl uded that the
mar ket val ue of the Sentinel EPE recycler did not exceed $50, 000.

Li ndstrom al so reported that information was available in
1981 regarding state-of-the-art foamed plastic recycling

machi nes. Lindstrom descri bed several approaches that m ght have



- 18 -

been taken by a | ayman of average intelligence to obtain such
information, even in a small town library.

E. Petitioner and His Introduction to d earwater

Petitioner acquired one-fourth of a limted partnership unit
in Clearwater in 1981 for $12,500. As a result, petitioner owned
a 1.547-percent interest in the profits, |osses, and capital of
Cl earwater during that year.

Petitioner received a bachelor of arts degree in English
l[iterature from Fordham University in 1966 and a J.D. with honors
from Harvard University in 1969. Petitioner has no forma
education in plastics recycling or plastics material. During the
year in issue, petitioner was a partner in the law firmof Shea &
Gould. During that year, petitioner wife was enployed as a
col l ege instructor.

Whil e in school, petitioner was enpl oyed during three
summers by Consolidated Ml ded Pl astics Conpany (Consol i dated).
Consol i dated was in the business of making various industrial and
consuner nol ded plastic products. Petitioner was a nachine
operator and assisted in operating two types of nol di ng machi nes;
specifically, an injection-nolding machi ne and a phenoli c-nol di ng
machi ne. During his sumrer enploynent, petitioner |earned that
both the injection-nolding machine and the phenolic-nol di ng
machi ne produce plastic scrap as a byproduct. Petitioner also

| earned that depending on the type of process used to nold the
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pl astic, the plastic scrap may or may not be recycl abl e.

Finally, petitioner |earned that certain plastic products could
be made only fromvirgin plastic resins, whereas other products
could be made fromrecycled plastic resins. Consolidated did not
use expanded pol yethylene foamin its operations.

Shortly after graduating fromlaw school, petitioner
represented the Society of the Plastics Industry (SPl) against
the Gty of New York regarding the inposition of a 2-cent tax on
every plastic container sold in the city. The New York Suprene
Court held the tax provision to be unconstitutional and ultra
vires to the city council, and the decision was affirned by the
New York Appellate Division. For a 10-year period starting in
1975, petitioner represented British Petrol eum Conpany (BP) in an
antitrust suit and a contract arbitration.

Petitioner becane involved in Cearwater in 1981 after being
introduced to Wner by Stuart Hirshfield (Hrshfield), a partner
in his law firm Hirshfield had previously invested in an
equi pnent | easing transaction in which Wner was a general
partner. Petitioner did not see a Sentinel EPE recycler before
investing in Clearwater. Petitioner never nmade a profit in any
year fromhis investnent in C earwater.

On their 1981 return, petitioners clained a net Schedule E
partnership |l oss of $10,002 fromthe C earwater investnment.

Further, petitioners clainmed investnent and energy tax credits
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fromthe Clearwater investnment in the total anount of $22, 303.
The tax credits were based on valuing a Sentinel EPE recycler at
$1, 162,667. The Schedul e E partnership |loss and the investnent
and energy tax credits served to reduce petitioners' incone tax
l[iability on their 1981 return by $28,169, an ampunt nore than
twice their $12,500 investnment in Cl earwater.

In the notice of deficiency, respondent disallowed the
Schedul e E partnership loss and the investnent and energy tax
credits clainmed by petitioners on their 1981 return with respect
to the C earwater investnent.

ULTI MATE FI NDI NG OF FACT

At all relevant tinmes, the fair market value of the Senti nel

EPE recyclers did not exceed $50, 000 per nachi ne.
OPI NI ON

We have deci ded many Pl astics Recycling cases. Most of
t hese cases, like the present case, presented issues regarding
additions to tax for negligence and val uati on overstatenent. See

G eene v. Comm ssioner, T.C. Mnpb. 1997-296; Kaliban v.

Conmi ssioner, T.C. Menp. 1997-271; Sann v. Commi ssioner, T.C

Meno. 1997-259 n. 13 (and cases cited therein). W found the
taxpayers liable for the addition to tax for val uation
overstatenment in all of those cases and liable for the additions
to tax for negligence in all but two of those cases. 1In a

limted nunber of cases, the taxpayers al so contested the
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under |l yi ng deficiency arising fromthe disall owance of the
partnership | osses and various tax credits with respect to their
pl astics recycling investnent. W sustained the Conmm ssioner on
the issue of the underlying deficiency in every one of those
cases.

In Provizer v. Comm ssioner, T.C. Menp. 1992-177, the test

case for the Plastics Recycling group of cases, this Court: (1)
Found that each Sentinel EPE recycler had a fair market val ue not
over $50,000; (2) held that the transaction, which was virtually
identical to the transactions in the present case, was a sham
because it | acked econom c substance and a busi ness purpose; (3)
sustained the additions to tax for negligence under section
6653(a) (1) and (2); (4) sustained the addition to tax for

val uati on overstatenent under section 6659 because the

under paynment of taxes was directly related to the overval uation
of the Sentinel EPE recyclers; and (5) held that the partnership
| osses and tax credits claimed with respect to O earwater G oup
were attributable to tax-notivated transactions wthin the
meani ng of section 6621(c). In reaching the conclusion that the
transaction | acked busi ness purpose, this Court relied heavily on
an objective criterion; nanely, the overvaluation of the Senti nel

EPE recycl ers.
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| ssue 1. The Underlying Deficiency for 1981

Petitioners contend that they are not liable for the
underlying deficiency for 1981 with respect to their investnent
in Clearwater. They assert that petitioner's investnent in
Cl earwater and petitioner's professed belief that the C earwater
transacti ons were econom cally sound were not dependent on the
val uation of the Sentinel EPE recyclers. They contend that
because of the offsetting structure of the transaction (under
whi ch C earwater did not purchase the equipnent but |eased it,
and under which Cl earwater |icensed the equi pnent to FMEC Cor p.

i n exchange for a guaranteed annual royalty that was sufficient
to pay the annual rent required of Clearwater) the gross
overval uation of the EPE recyclers was immterial. They
conclude, therefore, that petitioner's investnent in C earwater
was not an econom ¢ sham

Petitioners also assert that given information avail abl e at
the tinme of the transactions, i.e., wthout the benefit of
hi ndsi ght, the C earwater transactions were not an econom ¢ sham

As already nentioned, petitioners have stipul ated
substantially the same facts concerning the underlying

transactions as we found in Provizer v. Comm SSioner, supra.

Further, all of petitioners' contentions were addressed in
Provi zer, the test case for the Plastics Recycling group of

cases. Specifically, we considered whether, w thout the benefit
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of hindsight, investnment in Cl earwater was an econom c¢ sham In
deciding that the C earwater transactions were an econom ¢ sham
we stated: "We do not consider whether, in |ight of hindsight,

t he taxpayer made a w se investnent, but rather whether he nmade
any bona fide investnent at all or nerely purchased tax
deductions. "

W went on to consider in detail whether the taxpayer had
made a bona fide investnent in Clearwater, and we concl uded t hat
the transactions were a sham | acking econom ¢ substance, in
light of certain objective factors including: (1) The manner in
whi ch the transactions were structured; (2) the lack of arm s-
| ength dealings; and (3) the discrepancy between the fair market
val ue and purchase price on which the pass-throughs were based.

In this case, there is a conplete failure by petitioners to
prove that the C earwater transactions were not the circular
transactions found to be an econom c shamin Provizer.
Petitioners have not established, or indeed attenpted to
establish, that any of the objective criteria considered in
Provizer were in any manner different in their case. C. MCary

v. Comm ssioner, 92 T.C 827 (1989); Rose v. Commi ssioner, 88

T.C. 386 (1987), affd. 868 F.2d 851 (6th Cr. 1989). Neither

have petitioners provided any further evidence or any novel
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contention with respect to the underlying deficiency not
previously considered in Provizer.?®

The record in the present case regarding the C earwater
transactions plainly supports respondent’'s determ nation
regardi ng the underlying deficiency. Petitioners have conceded
overval uation of the Sentinel EPE recyclers. The overval uation
of the Sentinel EPE recyclers was integral to our holding in
Provi zer, and the overvaluation in this case is inseparable from
petitioners' claimed tax benefits. |In fact, the overvaluation is
the principal ground for the disallowance of petitioners' clained

tax benefits. Cf. McCrary v. Commi ssioner, supra at 859; Zenkel

V. Conm ssioner, T.C. Menob. 1996- 398.

W w il therefore not revisit our decision in Provizer and
reconsi der whether the Plastics Recycling |easing programin
whi ch Cl earwater participated was an economc sham As in
Provizer, we rely heavily on the fact that the Sentinel EPE
recyclers were highly overvalued. On the basis of the sane
objective criteria and for the reasons discussed in detail in
Provizer, we hold neritless the contention that the offsetting

nature of the various steps of the C earwater transactions nade

> As previously nentioned, for a detailed discussion of the
facts and the applicable law in the substantially identical case,
see Provizer v. Conm ssioner, T.C Meno. 1992-177, affd. per
curiamw t hout published opinion 996 F.2d 1216 (6th G r. 1993).
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the investnment economically sound as to petitioner.® W
therefore sustain respondent's determ nation regarding the
under | yi ng defi ci ency.

| ssue 2. Section 6653(a)(1) and (2) Negqligence

Respondent determ ned that petitioners are liable for
additions to tax under section 6653(a)(1l) and (2) with respect to
t he under paynment attributable to petitioners' investnent in
Cl earwater. Respondent contends that it was not reasonable for
petitioner to invest in Clearwater w thout conducting an
i ndependent investigation as to whether the transactions were an
econom ¢ sham or nore inportantly, for petitioners to claimtax
benefits from such investnent relying sinply on the C earwater

private offering nmenorandum

6 Petitioners inply that we shoul d adopt a subjective test,
i.e., consider factors listed in sec. 1.183-2(b), Incone Tax
Regs., in deciding whether the C earwater transactions were an
econonmc sham In this regard, petitioners contend that the
investnment in Clearwater was made with a "reasonabl e objective"
of making a profit, thus negating the conclusion that the
Cl earwater transactions were an econom ¢ sham W disagree. On
the basis of the record in this case, the contention that
petitioner entered into the Cearwater transactions with a
reasonabl e objective of making a profit is nmeritless. However,

i n deciding whether the C earwater transactions were an econom c
sham we find it unnecessary to discuss in any detail the factors
that |l ead us to conclude that petitioner did not invest in
Clearwater with the reasonabl e objective of making a profit. Cf.
McCrary v. Conm ssioner, 92 T.C. 827 (1989). For a discussion of
t he professed reasonabl eness of petitioner's expectation of
making a profit fromthe C earwater transactions, see |Issue 2,
infra, where we decide whether petitioners are liable for the
additions to tax under sec. 6653(a)(1l) and (2) for negligence or
intentional disregard of rules or regul ations.
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Petitioners have not alleged any facts to prove that
petitioner conducted an independent investigation to determ ne
whet her the C earwater transactions were an econom ¢ sham before
investing in the partnership or before claimng tax benefits
based on highly overval ued machi nery. However, petitioners
contend that in light of the totality of the circunstances, the
l[imted nature of petitioner's investigation of the C earwater
investnment and the claimng of tax benefits therefromwere
reasonable. Petitioners refer to petitioner's sunmer enpl oynent
at Consolidated and his representation of SPI and BP after
graduation fromlaw school. They conclude that in |ight of
petitioner's background, it was reasonable to sinply rely on the
Cl earwater private offering nenorandum (and specifically on the
reports of Burstein and U anoff) and on all eged di scussions with
Shea & Gould's tax partner.’” W disagree. Rather, we hold that
petitioner, a highly educated and sophisticated individual with a
very limted background in plastics, failed to exercise the due
care required under the circunstances of this case.

Section 6653(a)(1l) and (2) inposes additions to tax if any
part of the underpaynent of tax is due to negligence or
intentional disregard of rules or regulations. Negligence is

defined as the failure to exercise the due care that a reasonabl e

” See infra note 8.
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and ordinarily prudent person would exercise under the

circunstances. See Neely v. Conmissioner, 85 T.C. 934, 947

(1985). The pertinent question is whether a particular
taxpayer's actions are reasonable in light of the taxpayer's
experience, the nature of the investnent, and the taxpayer's

actions in connection with the transacti ons. See Henry Schwartz

Corp. v. Conmm ssioner, 60 T.C. 728, 740 (1973). In this regard,

the determ nation of negligence is highly factual. "When
considering the negligence addition, we evaluate the particular
facts of each case, judging the relative sophistication of the
taxpayers as well as the manner in which the taxpayers approached

their investment." Turner v. Conmi ssioner, T.C. Mnp. 1995-363.

Petitioners have the burden of proving error in respondent's
determ nation of the additions to tax for negligence. See Rule

142(a); Luman v. Conm ssioner, 79 T.C. 846, 860-861 (1982); Bixby

v. Comm ssioner, 58 T.C 757, 791-792 (1972).

A. Petitioner's Experience

We start with the contention that petitioner was not
negl i gent because, on the basis of his sumer enpl oynent at
Consolidated and his representation of SPI and BP after
graduating fromlaw school, he reasonably expected to nake a
profit fromthe Clearwater investnment. |In this regard,
petitioner clains that from personal experience, he appreciated

the economc desirability of effective recycling equi pnent and



- 28 -

was know edgeabl e about the supply and price novenents of
petrol eum products. Based on these factors, petitioner clains

t hat he reasonably expected to make a profit fromhis investnment
in Clearwater and was therefore not negligent.

We fail to see how petitioner's Iimted experience with
pl astics and plastics recycling, together with his professed
know edge about the desirability of "effective" recycling
equi pnrent, nmade it reasonable for himto invest in a partnership
designed to produce tax benefits. Al though petitioner's limted
experience with plastics and plastic scrap, and his professed
awar eness about the economic desirability of effective recycling
equi pnent, may have provi ded sone notivation to consider the
Cl earwater investnent, petitioner should have thereafter
reasonably investigated his prospective investnent.

There were many factors that should have alerted petitioner
to conduct an independent investigation of the C earwater
investnment. The transactions were structured in a manner such
that, with the exception of a m nimal downpaynent for the
Sentinel EPE recyclers, nost of the purchase price was in the
formof a series of offsetting paynents realized only through
bookkeepi ng entries. The purported price tags had nothing to do
with traditional principles of supply and demand prici ng because
the Sentinel EPE recyclers were never offered on the open market,

and there is no evidence that anyone ever intended to offer them
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on the open market. See Provizer v. Conm ssioner, T.C Meno.

1992-177. The lack of arm s-length negotiations in the open
mar ket and the exorbitant cost of each Sentinel EPE recycler,
$1, 162,667, should have caused petitioner to investigate the
i nvest ment i ndependently.

We have found that an independent investigation would have
reveal ed the true nature of the Cearwater transactions as an
econom ¢ sham Many factors were present to indicate that the
Sentinel EPE recyclers were highly overvalued. For instance, the
Sentinel EPE recyclers were not unique. Respondent's experts
identified other machines that were not only functionally
equi valent to the Sentinel EPE recyclers but were al so
significantly | ess expensive. Information regarding conparabl e,
| ess expensive recyclers was widely available. If a potential
purchaser, especially a sophisticated individual such as
petitioner, had conducted a due diligence investigation of the
Sentinel EPE recyclers, such a potential purchaser would have
| earned that conparable, |ess expensive equi pnent existed. Such
an investor would have concluded that the structure of the
Cl earwater transactions, set up to take advantage of tax benefits
i nvol ving grossly overval ued equi pnment, constituted a sham

In particular, petitioner was well positioned to recognize
the C earwater transactions as an econom ¢ sham Petitioner was

a sophisticated and well -educated attorney. Petitioner testified
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that he was aware of the varying degrees of recyclability of
pl astic scrap depending on the process used by a manufacturer to
nold plastic into a particular product. Petitioner was al so
aware of the varying qualities of resin pellets nmade from
recycled plastic scrap depending on the "effectiveness"” of the
recycling equi pnent. Yet petitioner did very little to
investigate his investnent in a partnership formed to | ease
Sentinel EPE recyclers at the exorbitant cost of $1,162,667 each
to ensure that they were in fact "effective" in producing
mar ket abl e resin pellets. The record clearly indicates that if
it were not for the prom sed tax benefits, a sophisticated
i ndi vi dual such as petitioner would not have invested in a
partnership that | eased Sentinel EPE recyclers at 20 tines their
value. W are convinced that petitioner woul d not have invested
in Clearwater were it not for the prospect of the sizable tax
benefits that the investnment in C earwater offered.

Petitioners next present us with the so-called oil crisis
argunment. They assert that while representing BP, petitioner
| ear ned about the so-called oil crisis and the |ikelihood that
the price of plastic would increase in future years because
plastic is an oil derivative. According to petitioners, it was
t herefore reasonable to conclude that the O earwater investnent

woul d be profitable.
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Petitioners' so-called oil crisis argunent has been nmade in
nore than 20 of the Plastics Recycling cases. See, e.g.,

Provi zer v. Conm ssioner, supra; Merino v. Conm ssioner, T.C.

Meno. 1997-385; Singer v. Commissioner, T.C Meno. 1997-325; Sann

V. Conm ssioner, T.C. Menob. 1997-259. W have found this

argunent to be unpersuasive in every one of those cases.
Petitioners' argunment is no different in any substantive manner,
nor is their argunent based on any legal authority not previously
considered in those cases. W wll not revisit the oil crisis
argunment. W therefore hold that the so-called oil crisis did
not provide a reasonable basis for petitioners to conclude that
the O earwater investnent would be profitable.

B. Reliance on the Private O fering Menorandum

We next address the contention that petitioner reasonably
relied on the Cearwater private offering nenorandum and
specifically on the reports of Burstein and U anoff, in making
the Cearwater investnent and claimng the tax benefits

t herefrom?®

8 Petitioners also claimthat petitioner relied on the
advice of Shea & Gould's tax partner, Al an Parker (Parker).
However, petitioners failed to present any evidence in this
regard other than petitioner's own testinony. W do not find
petitioner's self-serving testinony sufficient or particularly
reliable in this regard. See Tokarski v. Conm ssioner, 87 T.C,
74, 77 (1986); Hawkins v. Conm ssioner, T.C Meno. 1993-517,
affd. without published opinion 66 F.3d 325 (6th Cir. 1995).
Regardl ess, the record does not denonstrate: (1) \Wuether Parker

(conti nued. ..)
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Under sonme circunstances, a taxpayer may avoid liability for
negl i gence because of the taxpayer's reasonable reliance on a

conpetent professional adviser. See United States v. Boyle, 469

U S 241, 250-251 (1985); Freytag v. Conm ssioner, 89 T.C. 849,

888 (1987), affd. 904 F.2d 1011 (5th Cr. 1990), affd. 501 U.S.
868 (1991). However, reliance on professional advice, standing
al one, is not an absolute defense to negligence; rather it is a

factor to be considered. See Freytag v. Conmmni Ssioner, supra.

Petitioners claimthat petitioner relied on representations
by Burstein and U anoff regarding the uniqueness of the Senti nel
EPE recyclers. However, petitioner did not independently obtain
t hese individuals' advice but rather received their reports as
part of the pronotional material that he received from
Clearwater. Burstein and U anoff were paid to pronote the
Pl astics Recycling |easing prograns and, in particular, the

Cl earwater investnent. Reliance on representations by insiders,

8. ..continued)
possessed the requisite expertise and know edge of the pertinent
facts regarding the C earwater transactions to provide inforned
advice on the clainmed partnership | osses and tax credits, see
David v. Conm ssioner, 43 F.3d 788, 789-790 (2d Cir. 1995), affgqg.
per curiamT.C. Meno. 1993-621; Goldman v. Conmi ssioner, 39 F. 3d
402 (2d Cr. 1994), affg. T.C. Meno. 1993-480; Freytag v.
Conmi ssioner, 89 T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th
Cr. 1990), affd. 501 U. S. 868 (1991); or (2) what advice Parker
rendered with respect to either the profitability of the
transaction or the claimng of tax benefits therefrom see also
Wchita Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158, 1165
(1946), affd. 162 F.2d 513 (10th Cr. 1947).
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pronoters, or offering materials has been held to be an

i nadequat e defense to negligence. See Goldman v. Comm ssioner,

39 F.3d 402 (2d Cr. 1994), affg. T.C Meno. 1993-480; LaVerne v.

Comm ssioner, 94 T.C. 637, 652-653 (1990), affd. w thout

publ i shed opinion 956 F.2d 274 (9th Cr. 1992), affd. in part

wi t hout published opinion sub nom Cowl es v. Conm ssioner, 949

F.2d 401 (10th GCir. 1991).

VWhat is nore, the record denonstrates that petitioner either
di d not thoroughly review the offering nmenorandum or chose to
ignore certain portions thereof. The offering nmenorandum
i ncl uded nunerous caveats and warni ngs regardi ng the business
risks of the C earwater transactions (including the general
partner's |lack of experience in marketing recycling or simlar
equi pnent and the | ack of an established market for the
recyclers) and the risks involved in claimng tax benefits
therefrom It also included a statenent that "each offeree
shoul d consult his own professional advisors as to |egal, tax,
accounting and other matters relating to any purchase by him of
units". Therefore, even the offering nmenorandum war ned
petitioner that he should not rely on Burstein or U anoff for
ei ther business or tax advice. A careful consideration of the
of fering menorandum especially the discussion of high witeoffs
and the risk of audit, would have alerted a prudent investor to

question the nature of the prom sed tax benefits. W certainly
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expect no less froma well-educated and sophi sticated individual
such as petitioner.
More inportantly, it was not reasonable for petitioner to

claimtax benefits fromhis investment in Clearwater on the basis

of reliance on reports contained in the private offering

menmor andum  We have long held as a general rule that a taxpayer
may not reasonably rely on the advice of the pronpter of a tax
shelter with respect to the substantive nerits or the tax
treatment of itenms in connection with that program See Patin v.

Comm ssioner, 88 T.C. 1086, 1131 (1987), affd. w thout published

opi nion 865 F.2d 1264 (5th G r. 1989), affd. sub nom Gnberg v.

Conmmi ssioner, 868 F.2d 865 (6th Gr. 1989), affd. sub nom Skeen

v. Comm ssioner, 864 F.2d 93 (9th Gr. 1989), affd. per curiam

wi t hout published opinion sub nom Hatheway v. Conm ssioner, 856

F.2d 186 (4th G r. 1988); Klieger v. Conm ssioner, T.C Meno.

1992-734. Such advice "is better classified as sales pronotion".

Vojticek v. Conmissioner, T.C Menp. 1995-444.

Petitioners contend that it was reasonable for petitioner
not to | ook beyond the offering nmenorandum but to accept its
representations at face val ue because Federal and State
securities laws discourage false or msleading statenents. W
find no nerit in petitioners' argunent.

First, in light of petitioner's educational background and

pr of essi onal experience, we are not convinced that he woul d have
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been so naive if the Cearwater investnent had not been driven by
the prom se of large tax benefits. Second, there is no

expl anati on why the many caveats and warnings regarding the tax
and business risk factors detailed in the offering menorandumdid
not alert petitioner to investigate the Clearwater investnent in
nore detail. The Clearwater private offering menorandum

contai ned cautionary | anguage that was directed to the investor.
Petitioners have presented no reason for us to doubt that the
cautionary | anguage neant what it said.

We therefore are not convinced of petitioner's professed
faith in the representations in the offering menorandum which
was all egedly based on the concept that the securities |aws
di scourage fal se and m sl eadi ng statenents. Regardl ess of
whet her petitioners have a cause of action under Federal or State
securities |l aws against Clearwater or any of its pronoters,
petitioners were not relieved of the duty to conduct an
i ndependent investigation of their investnent before claimng tax
benefits therefrom Under these circunstances, petitioner's
failure to | ook beyond the private offering nmenorandum and t he
representations by Burstein and U anoff was unreasonabl e and not
in keeping with the standard of the ordinarily prudent person.

See Trienstra v. Comm ssioner, T.C. Mno. 1995-581; see al so

LaVer ne v. Conmi ssioner, supra; Marine v. Conm ssioner, 92 T.C
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958 (1989), affd. wi thout published opinion 921 F.2d 280 (9th
Cr. 1991).

Thus, it was not reasonable for petitioners to claim
substantial tax credits and a partnership | oss on the basis of
reports contained in the Cearwater private offering nmenorandum
and, there is no indication that petitioners obtained
prof essi onal advice froman individual wwth the requisite
expertise and know edge of the pertinent facts to provide
i nformed advice regarding the clainmed partnership | oss and tax

credits. Cf. David v. Conm ssioner, 43 F.3d 788, 789-790 (2d

Cr. 1995), affg. per curiamT.C Meno. 1993-621; Goldnan v.

Conmm ssioner, 39 F.3d 402 (2d Gr. 1994); Freytag v.

Commi ssioner, 89 T.C 849 (1987). Therefore, petitioners did not

act reasonably in claimng tax benefits relating to the
Cl earwat er investnent.

C. Concl usion Regardi ng Negligence

In view of petitioner's sophistication, petitioner knew or
shoul d have known that the Sentinel EPE recyclers were not
uni que, that they were not worth nore than $50, 000 each, and that
Cl earwat er | acked econom ¢ substance and had no potential for
profit. Therefore, under the circunstances of this case,
petitioners failed to exercise due care in claimng a partnership
| oss deduction and substantial tax credits with respect to

Clearwater. Taking all of the above factors into consideration,
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we think it is nore likely than not that petitioner invested in
Clearwater in an effort to generate tax benefits, rather than to
make a profit.

Upon consi deration of the entire record, we hold that
petitioners are |liable for the additions to tax for negligence
under section 6653(a)(1l) and (2). Respondent is therefore
sustai ned on this issue.

| ssue 3. Section 6621(c) Additional |Interest

Respondent determ ned that petitioners are liable for
additional interest wwth respect to the underpaynent attri butable
to the C earwater investnent.

Section 6621(c), formerly section 6621(d), provides for an
increased rate of interest if the underpaynent of tax exceeds
$1,000 and is attributable to a tax-notivated transaction as
defined in section 6621(c)(3). The increased rate of interest is
effective only with respect to interest accruing after Decenber
31, 1984, notw thstanding that the transaction was entered into

before that date. See Sol owi ejczyk v. Commi ssioner, 85 T.C. 552

(1985), affd. per curiamw thout published opinion 795 F.2d 1005

(2d Cir. 1986); Provizer v. Conm ssioner, T.C Meno. 1992-177.

A tax-notivated transaction includes any val uation
overstatenent within the neaning of section 6659(c). See sec.
6621(c)(3)(A)(i). Petitioners have conceded that there was such

a valuation overstatenent in the present case. |In addition, we
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have held that the Clearwater transactions to which petitioners
1981 underpaynent is attributable were a sham A tax-notivated
transaction includes any sham or fraudul ent transaction. See

sec. 6621(c)(3)(A(v); Provizer v. Conm ssioner, supra. Finally,

the grounds for the disall owance of petitioners' clainmed tax
benefits was largely the overvaluation of the Sentinel EPE

recyclers. Cf. MCrary v. Conm ssioner, 92 T.C. at 857-860.

Under these circunstances, the increased rate of interest is
therefore clearly applicable. Accordingly, we sustain respondent
on this issue.

Petitioners have made ot her argunents that we have
considered in reaching our decision. To the extent that we have
not di scussed these argunents, we find themto be without nerit.

To reflect our disposition of the disputed issues, as well

as petitioners' concession,

Decision will be entered

for respondent.




